Abstract -
INTRODUCTION
T he businesses and self-employed individuals represented by the 21 million sole proprietorship forms fi led with individuals' income tax returns for 2005 represent a wide variety of economic activity: mom and pop grocery stores; professional service providers; day care operators; the carpenter who is a true independent contractor and the homeless man with a few odd jobs forced to report as one; businesses with receipts ranging from $100 to $100 million; start-up enterprises that will go on to be wildly successful and others that will fail miserably; part-time side-lights that supplement the family's main source of earnings and the main income source itself; and much more.
These opportunities to use sole proprietorships for diverse purposes have undoubtedly contributed to the increasing popularity of Schedule C's in recent decades.
1 Since 1980, the fraction of individuals fi ling a Schedule C increased by two-thirds, from one in ten to nearly one out of every six taxpayers (see Figure 1 ). The number of sole proprietorship returns continued growing in recent years: 3.7 million more individual income tax returns included a Schedule C in 2005 than in 1999, representing an increase of two percent of all returns.
The economic size of the sector has not seen similar growth. The contribution of business net income/loss to adjusted
Tax Policy and Sole Proprietorships:
A Closer Look gross income (AGI) generally fluctuated between three and four percent of AGI, rising slightly until the early 1990s, then declining a bit through the rest of the decade, and then rising again in this decade. The growth of economic activity in the sector (measured by gross receipts) has not kept pace with the growth in individuals' other sources of income. Gross receipts as a percentage of AGI declined dramatically, dropping from 25.5 percent of AGI in 1980 to 16.0 percent in 2000, but remaining fairly stable since then. In addition to, or perhaps because of, their popularity and diversity, sole proprietorships are central to many tax policy issues related to small business. This paper fi rst considers three major tax policy issues related to sole proprietorships: taxpayer compliance; taxpayer burden; and the tax system's effect on sole proprietorships' contributions to growth, productivity, and "entrepreneurship."
2 It next takes a closer look at the sole proprietorship sector in recent years as refl ected in tax return data.
3 Their diversity raises a question of how to examine them. Instead of categorizing Schedule C's by size or industry, as is frequently done, this paper presents a new taxonomy based on principal factors of production: the proprietor's own labor; hired labor; and capital. The goal of this taxonomy is to recognize the diversity within the Schedule C filing population while making economically meaningful distinctions that will contribute to improved policy analysis. The analysis then provides several examples of the usefulness of this new taxonomy. The fi nal section summarizes the fi ndings, highlights areas for further research, and offers some lessons for conducting that research.
TAX POLICY ISSUES RELATED TO SOLE PROPRIETORSHIPS

Taxpayer Compliance
According to the 2001 National Research Program (NRP), sole proprietorships are the biggest single contributor to the tax 2 Schedule C fi lers are important actors in other policy issues not addressed here, such as the tax treatment of independent contractors and the consistent application of self-employment taxes to all forms of noncorporate business. 3 Although many fi lers of Schedule C's may not operate a business such as is implied in the term "proprietorship," because the title of the Schedule C is "Profi t or Loss from Business (Sole Proprietorship)," the terms "sole proprietorship" and "sole proprietor" will be used as synonyms for Schedule C fi lers. , 1980-2005 gap. 4 The NRP reported that nonfarm proprietors contributed $68 billion to the $197 billion individual income tax underreporting gap in 2001, plus an unspecifi ed but undoubtedly large part of the $39 billion in self-employment tax gap. Sole proprietors have a high misreporting percentage as well as a large dollar amount of missing taxes. 5 Next to farm income, nonfarm proprietor income registered the highest net misreporting percentage of any type of individual business income: 57 percent of net income that should have been reported was misreported. This misreporting percentage for sole proprietorship income was highest at the lowest levels of reported AGI, declining steadily as income rose, to about 20 percent for reported AGI's over $200,000 (see Table  1 ). While the net misreporting percentage declined with income, the average net misreporting amount generally showed no trend as reported AGI rose until about $100,000 of reported income, and then rose though more slowly than reported AGI.
A recent study by the General Accountability Offi ce (GAO) provides more detail on sole proprietor noncompliance (GAO, 2007) . Based on its own analysis of NRP data, GAO reported that, while most sole proprietors have at least small errors in their reported income, most of the tax gap comes from relatively few taxpayers. Over 61 percent of sole proprietors 4 For tax year 2001, the National Research Program of the IRS conducted a reporting compliance study of 46,000 randomly selected individual income tax returns. Analysis of the data from this study contributed to updated estimates of the "tax gap" and other measures of compliance. underreported their net income (and nine percent overreported it), but half of those understating their taxes did so by less than $903 (GAO, 2007, pp. 10 and 14) . Those with the largest ten percent of the understatements-over one million taxpayers-accounted for 61 percent of the identifi ed underreporting of income taxes by sole proprietors and averaged $18,000 in tax understatements. While underreporting occurred in all of the expense categories on Schedule C, GAO also reported that four of them accounted for 55 percent of all misreporting of deductions: car and truck; depreciation; supplies; and "other."
Although the studies cannot determine the reasons for measured noncompliance-intentional misreporting, oversight, confusion-the nature of many sole proprietor operations is conducive to noncompliance. On the income side, it is well established that cash transactions and other transactions without third-party reporting (consumer to business rather than business to business) provide opportunities for noncompliance and are associated with high noncompliance rates (U.S. Treasury, 2006) . With small businesses such as most sole proprietorships, there is often no need for outside scrutiny such as the independent auditors hired by larger businesses to assure multiple investors of the soundness of management's reports or required to obtain outside fi nancing. On the deduction side of the ledger, many of the expenses claimed potentially have dual business and personal use. Cars and trucks, depreciation of "listed property" such as personal computers and cell phones, home offi ces expenses, and "meals and entertainment" are categories of deductions with high potential for mixing consumption and business purposes. The opportunity for noncompliance is so commonly accepted that researchers seeking to explain choices between employment and self-employment or between corporate and noncorporate business forms sometimes include the voluntary nature of reporting income for tax purposes as an attraction to the self-employed/noncorporate form of business. 6 The lack of sophistication of small businesses in general and sole proprietorships in particular might also contribute to unintentional noncompliance with complex or burdensome tax rules.
One common type of Schedule C income that does receive some third-party reporting is nonemployee compensation (NEC). Independent contractors and other service providers may receive nonemployee compensation, instead of wages, from the businesses for which they work. The service provider is then supposed to include such payments as part of its gross receipts. In general, service recipients paying more than $600 per year for services in the course of their business are required to report information to the IRS on the amount of the payments and the name and address of the service providers if those providers are not corporations. The IRS then matches the information returns (the Forms 1099MISC) to sole proprietors' and other noncorporate returns to check for compliance. There are limitations, though, in the ability of NEC reporting to improve compliance. Not all 1099MISC returns are fi led that should be fi led, in part because fi ling the 1099MISC is burdensome and confusing, and the penalty for not fi ling is low ($50). Even when a 1099MISC is fi led, it may not correctly identify noncompliance because the missing compensation may be offset by legitimate expenses. The IRS auditors may judge that pursuing unreported NEC may not be worth their while in certain circumstances (see GAO (2007) for more discussion). However, information reporting on nonemployee compensation is one tool available to the IRS for identifying missing sole proprietorship income.
Congress and the Bush Administration have attached high priority to reducing the tax gap, to which sole proprietors are major contributors. Proposals to address sole proprietor noncompliance focus on increased information reporting.
7 More far-reaching suggestions, such as requiring consumers to provide information returns on the service providers they hire-the plumbers, the lawn companies, the hairdressers-generally are not taken seriously because of the burden they would impose on those providing the information. In addition, a signifi cant addition to IRS resources would be required to process such a drastic increase in information returns. A less extreme proposal would disallow deductions for any expense subject to information reporting where the required information returns were not fi led. 8 As is often the case, efforts to close the $68 billion sole proprietor tax gap face tradeoffs with other goals of tax policy.
Taxpayer Burden
Policy makers are concerned with taxpayer burden for all types of taxpayers, but particularly for small businesses, including sole proprietorships. Because of their size and frequent lack of sophistication, sole proprietorships and other small businesses may be poorly equipped to handle complex tax rules and administrative requirements. The available evidence from studies of corporations and partnerships consistently confirms the expectation that small fi rms bear a larger compliance burden relative to their size than do larger fi rms (see Slemrod and Venkatesh (2002) and DeLuca, Guyton, Lee, O'Hare, and Stilman (2007) ). While total compliance costs rise with business size, costs relative to the size of the business fall as size increases, regardless of how size is measured. With a signifi cant amount of fixed costs, the compliance burden is sometimes described as being "regressive."
This conclusion from studies of business taxpayers appears to hold for individual fi lers of Schedule C's as well. Table  2 presents estimates of taxpayer burden incurred by individuals with and without Schedule C's. 9 The top panel shows the average taxpayer burden for individuals fi ling Schedule C's by gross receipts. Burden is also classifi ed by the method the taxpayers used to prepare their income tax returns: paid preparer, self-prepared using paper, or self-prepared using computer software. These fi gures show higher average burdens for taxpayers with larger gross receipts, but the burdens do not rise nearly as much as the receipts: $2,353 total monetized burden for receipts of $50,000 or more compared to $1,850 for gross receipts between $1 and $9,999. Although the burden of Schedule C fi lers reported here includes the burden from all components of their tax returns, not just from their Schedule C's, the estimates are consistent with the earlier fi ndings for 7 For example, the Bush Administration's Budgets for FY 2008 and 2009 proposed increasing penalties on failure to fi le information returns; requiring contractors receiving payments of $600 or more per year from a single business to provide certifi ed taxpayer identifi cation numbers (TINs), which would facilitate matching; and require information reporting on merchant payment card reimbursements. On congressional efforts to improve information reporting, see Congressional Research Service (2008) , and H.R. 3056, the "Tax Collection Responsibility Act of 2007," introduced by Congressman Rangel. 8 Similarly, to claim a Child and Dependent Care Credit, taxpayers must report the taxpayer identifi cation number of the service provider. 9 These estimates were produced by the IRS's Individual Taxpayer Burden Model (ITBM), a microsimulation model that estimates the amount of time and money that individuals spend on federal income tax compliance. In Table 2 , the time estimates from the model were monetized as $25 per hour.
businesses that taxpayer burden is regressive, falling disproportionately on smaller businesses. The table also shows, not surprisingly, that taxpayers with Schedule C's incur higher compliance burdens than do taxpayers at similar income levels without Schedule C's. For example, taxpayers in the $50,000-$99,999 AGI class register average burdens of $2,206 if they have a Schedule C but only $913 without one. To some extent these higher costs could result from Schedule C fi lers having other parts of their returns that are more complex than returns of non-C fi lers. However, when Schedule C filers are compared with non-C fi lers with the same mix of other schedules (namely Schedules A and B, but no D, E, or F), the gap widens between the burden of taxpayers with and without Schedule C's (see the lower two panels of Table 2 ).
Policy makers have responded to concerns regarding high compliance burdens on small businesses, including Schedule C's, in a number of ways. In 1992, the IRS introduced Schedule C-EZ that allowed sole proprietors and other self-employed individuals with limited expenses and meeting certain eligibility conditions to fi le a shorter, simpler form.
10 The C-EZ did not change the tax law as it applied to sole proprietors or the records they needed to keep to calculate their income; it simply eliminated the need to categorize expenses at fi ling. A general approach that the IRS has frequently applied in attempting to lower burden for small businesses is to permit simplifi ed methods of calculating income and expenses when little tax revenue is at stake. This includes cash accounting and simplifi ed inventory accounting; less frequent payroll deposits; and allowing a standard mileage rate for fl eets of four or fewer vehicles. "Small business expensing" (section 179) provides lower compliance burden for eligible taxpayers, but it also offers an incentive to those fi rms to undertake more investment.
11
Because of the greater potential for noncompliance with small than with large business (more dual business and personal use expenses, less third-party reporting of income, and less outside oversight of both income and expenses), a desire to minimize burden often confl icts with a concern for compliance. The deduction for home offi ces refl ects this dilemma. The rules are stringent for who can claim a home offi ce and for what space qualifi es as a home offi ce.
12 The calculations for determining allowable deductions are daunting (if done by hand). It is little wonder that the National Taxpayer Advocate of the IRS (2008) and the Small Business Administration's Office of Advocacy (2008) have highlighted this provision as one in need of simplifi cation. The challenge is to simplify this provision without setting up a potential for abuse and without inviting everyone who works at home to claim a deduction. At the same time, simplifi cation can often improve compliance by clarifying what is required. The home offi ce deduction might be such a case.
Encouraging Entrepreneurship and Economic Growth
Another tax policy issue related to sole proprietorships and other small businesses is the effect of the tax system on their contribution to economic growth. The focus of empirical and theoretical studies is seldom sole proprietorships per se, but rather entrepreneurship, or self-employment, or small business in general. Many studies examining entrepreneurship address the question of what is an entrepreneur in theory and how to identify one in practice with available data. If the researchers turn to tax return data, as they frequently do, Schedule C fi lers make up at least a large part, if not all, of the sample and in effect serve as proxies for entrepreneurs.
13 Sole proprietorships 10 Eligibility for C-EZ is limited to sole proprietors that: used the cash method of accounting; had no inventories; did not report a loss from the business; had only one business as a sole proprietor; had no employees; were not required to fi le Form 4562 for depreciation and amortization; had no carried-over passive losses from the business; and had total expenses of $5,000 or less ($2,500 or less up until 2004). 11 For 2005, section 179 allowed businesses with no more than $400,000 in investment in qualifying property (generally depreciable tangible personal property purchased in the current year) to expense (rather than to depreciate) up to $100,000 of such investment. 12 Expenses can be deducted for a part of the home only if that part is exclusively used on a regular basis either as the taxpayer's principal place of business or as a place to meet clients or customers, or if it is a separate structure. Exceptions apply for storage of inventory or daycare facilities (U.S. Department of the Treasury, Internal Revenue Service, 2005). 13 Carroll, Holtz-Eakin, Rider, and Rosen (1998) : "In the non-statistical literature on this topic, entrepreneurs are typically identifi ed by their daring, risk-taking, animal spirits, and so forth. However, statistical work forces us to settle for more prosaic, observable criteria for classifying someone as an entrepreneur. With tax return data the most sensible proxy for "entrepreneurship" is the presence of a Schedule C in the return" (p. 5). Also see Bruce and Holtz-Eakin (2001) , and Gurley-Calvez and Bruce (2007) .
are often viewed as a starting point, or staging ground, for entrepreneurship. A sole proprietorship is a simple organizational vehicle for innovators to try out new ideas. Sometimes researchers test other measures of "entrepreneur" in an effort to identify "serious" entrepreneurs, such as including returns with partnership or S corporation income, or limiting the set of Schedule C's according to size, or relation to the taxpayer's wages. Whatever the resulting measure, sole proprietorships inevitably are a large component of the population studied.
To an extensive literature on factors influencing business creation, entrepreneurship, and self employment, researchers have added questions of how taxes affect entry into and exit from self-employment or entrepreneurship (for example, see Bruce (2000) , Bruce (2002) , Gentry and Hubbard (2004) ). It was recognized that some aspects of the tax system favored the self-employed over wage earners: the self-employed are able to deduct expenses against the fi rst dollar of business income even if they do not itemize deductions, including some expenses that have personal consumption features; self-employment could offer more opportunities to avoid reporting income, and until 1984, employment taxation favored the self-employed relative to employees. On the other side, the more generous tax treatment of fringe benefi ts favored wage earners.
The results of empirical attempts to quantify the effects of the tax system on self-employment and entrepreneurship remain somewhat inconclusive. While earlier studies sometimes found a positive relation between taxes and self-employment, more recent contributions generally suggest a negative effect of taxes on self-employment (Gurley-Calvez and Bruce (2007) , and Moore (2004)).
A further set of studies of taxes and self-employment or entrepreneurship has examined the effect of taxes on the conduct of a small business, given the decision to become self-employed or form a small business. In particular, Carroll et al. (1998), Carroll, Holtz-Eakin, Rider, and Rosen (2000a) , and Carroll, Holtz-Eakin, Rider, and Rosen (2000b) studied how sole proprietors' use of labor, decisions on investment and gross receipts responded to changes in individual marginal tax rates around the Tax Reform Act of 1986. They concluded that for sole proprietors, higher marginal rates (a) reduced investment spending and the likelihood of making any investment, (b) reduced the likelihood of hiring labor, and given the decision to hire, the amount of total wages paid, and (c) discouraged growth in the small business as measured by gross receipts.
This type of research is important in addressing policy makers' interest in the effects of tax changes on entrepreneurs and other small businesses or self-employed. How will taxpayers respond to various types of tax incentives or what harm will come from tax increases? How can taxes be adjusted to encourage small businesses to expand, improve productivity, invest, and hire more workers? The 2001 and 2003 tax reductions may provide researchers with opportunities to update the earlier studies, largely based on tax changes in the 1980s and early 1990s.
A CLOSER LOOK AT SOLE PROPRIETORSHIPS: A NEW TAXONOMY
Against the background of tax policy interest in sole proprietorships, this section turns to tax return data for a closer examination of Schedule C fi lers in recent years, specifically from 1999 to 2005. Detailed tax return data on the income and deductions of nonfarm proprietorships by industry is already presented annually by the Statistics of Income at IRS in their SOI Bulletin (most recently, see Curry and Bryan (2007) ). Other researchers have described the self-employed in terms of the demographic characteristics of their owners-their gender, race, or ethnic background (Kepler and Shane, 2007; Lowrey, 2006; Fairlie, 2005) .
This section takes an alternate approach and looks at the diversity among sole proprietorships according to the major factors of production they use: their own labor; hired labor; and capital. The tax policy interests and concerns are likely to be different for the various types of enterprises, depending on how they operate in the economy, essentially depending on the production processes they use. Marginal changes in tax rates and other tax incentives are likely to affect them differently, since previous studies have indicated the importance of persistence for business activities, such as having employees or making investments (Carroll et al. (1998 and 2000a) ). Hiring the fi rst worker is a much bigger step than hiring the second, much less the tenth or the 50th. In terms of burden, for example, the payroll systems needed to account for a single worker can often handle several more. Economically, using hired labor or capital allows the sole proprietor to leverage his or her own effort. Taxpayers who are only selling their own labor services may not be interested in changing the nature of what they do in response to tax incentives. The goal of this new taxonomy is to recognize the diversity within the Schedule C fi ling population while making economically meaningful distinctions that would contribute to improved policy analysis.
14 These three types of sole proprietorship, categorized by their factors of production, are defi ned in the following ways:
(1) The Simple Self-Employed in concept are sole proprietors who only use their own labor (no hired labor), make no current year investments, and have simple circumstances. In practice, they are defi ned as taxpayers eligible for the Schedule C-EZ, whether or not they used it, if the deduction limit were set at $10,000, instead of the actual deduction limit ($5,000 starting in 2004, $2,500 before.) The C-EZ eligibility criteria include no employees and no current year investments, plus other requirements for simplicity. 15 Since the Schedule C-EZ does not categorize expenditures but only reports a total amount of expenses, taxpayers eligible for a Schedule C-EZ may be claiming depreciation deductions on prior year investments, or using some contract labor, as long as the costs fi t under the total deduction limit.
(2) Employers in concept are taxpayers who hire the labor of others. In practice, Employers include taxpayers with deductions for wages and salaries, costs of labor in costs of good sold, as well as (starting in 2003) expenses for "contract labor." 16 14 For business in general industry is a proxy for capital-labor intensity. However, because own labor is such a basic factor of production for sole proprietorships, regardless of the industry, categorizing sole proprietorships explicitly by the factors they use would be more economically meaningful than categorizing them by industry. 15 EZ eligibility criteria include having no inventories, no home offi ce deductions, no net loss, using the cash method of accounting, having only one sole proprietorship, and modest amounts of total deductions. The additional condition of not needing to fi le a Form 4562 for Depreciation & Amortization prevents the following taxpayers from using the EZ: section 179 claimants; anyone making other current year investments; anyone claiming deductions for listed property. Taxpayers claiming depreciation deductions for prior year investments (except in listed property) only and no current year investments do not need to fi le a Form 4562 and may, therefore, use a C-EZ. 16 Before 2003, expenses for contract labor would have been reported with "Other deductions" or possibly with wages and salaries.
(3) Investors in concept are sole proprietors who made capital investments in their business in the current or prior years. In practice, Investors are defined as sole proprietors claiming depreciation deductions on the Schedule C. A limitation of this defi nition is that it excludes those still using investments that are fully depreciated, including purchases expensed in prior years through section 179.
17
These three groups are largely but not completely discrete. Many Employers are also Investors-they could be termed "Investing Employers."
18 And these three groups do not cover all Schedule C fi lers. The remaining taxpayers might be considered "complex self-employed." They do not hire labor or claim expenses for current or past investments, but their operations are not simple enough to meet C-EZ eligibility conditions, suggesting they may not rely primarily on their own labor to supply the goods and services they sell. They could have inventories, or claim larger amounts of total deductions for supplies or purchases of services from other businesses, or claim home offi ce deductions. Because of the diversity of ways in which they use their own labor, the examination of the Complex Self-Employed will largely be left for future research.
The New Taxonomy: 2005
Overview Table 3 provides an overview of these categories of Sole Proprietors in 2005. Of the nearly 21.5 million taxpayers fi ling Schedule C, 7.2 million, or one-third, were Simple Self-Employed, simple returns where the owner's labor was the primary factor of production. While numerous, these returns produced only $69 billion (or 5.7 percent) of the total $1.2 trillion of gross receipts reported on Schedule C's in 2005.
"Investors" were also quite numerous, representing 7.0 million, or almost one-third, of the Schedule C fi lers. They produced two-thirds of the gross receipts and over half of the net income or loss from Schedule C ("Business net income (loss)").
"Employers" accounted for slightly less than one-sixth (3.4 million) of Schedule C taxpayers. Though less numerous 17 It also excludes those claiming depreciation deductions for their home as a component of home offi ce expenses. 18 In addition, a small number of the "Simple Self-Employed" use modest amounts of hired labor or capital from prior year investments and, therefore, could also be considered Employers or Investors.
than Investors or Simple Self-Employed, Employers were larger than either of the other groups as measured by average gross receipts. They had about the same level of mean AGI as Investors but on average their enterprises were more profitable than those of Investors, averaging $31,000 of net income compared to $20,000 for Investors and only $7,300 for Simple Self-Employed. The two million taxpayers common to both the Investor and the Employer categories ran the largest operations (averaging $279,000 in gross receipts) and were the most profi table, reporting on average $38,000 in business net income. These are most like what many would consider "real businesses." Another six million taxpayers fi t into none of these three categories-not Employers or Investors and too complex or claiming too many deductions to be considered Simple Self-Employed. Table 4 compares the types of Schedule C fi lers by their reported gross receipts. Most taxpayers have relatively small amounts of gross receipts, but most receipts are generated by the largest enterprises. Forty-four percent of all sole proprietors report no more than $10,000 in gross receipts, but 73 percent of gross receipts is generated by the 11 percent reporting at least $100,000, and 26 percent is reported by the 0.6 percent of taxpayers with $1 million or more in receipts.
Gross Receipts
For the Simple Self-Employed, most of their gross receipts fell in the small size ranges. Ninety-two percent of the returns, but also 62 percent of the receipts, fell below $25,000. At the opposite end of the spectrum, most of the taxpayers and most of the receipts for those who were both Investors and Employers fell in the top receipts groups: 54 percent of the Employer & Investors and 93 percent of their receipts came in over $100,000. Table 5 looks at how important sole proprietorship net income is to a taxpayer's overall income situation. It distributes Schedule C fi lers by their sole proprietorship net income as a percentage of their AGI. These comparisons might distinguish undertakings that were central to the taxpayer's economic circumstances from those that were side-lights or incidental.
Importance of Sole Proprietor Income
First, many Schedule C fi lers report only small amounts of net income. Overall 38 percent report less than $1,000 in sole proprietorship net income, and 41 percent of Investors show such small amounts.
In the aggregate, profi ts from the Schedule C undertaking seem to be either very important or unimportant, with relatively few in the middle: While about half have either less than $1,000 in net income or net income represents less than ten percent of their AGI, Schedule C net income accounts for at least 75 percent of AGI for 24 percent of sole proprietors. Looking at the three types of sole proprietorships, these two extremes appear true only for the Simple Self-Employed. For Employers and for Investors with more than incidental amounts of net income (more than $1,000), Schedule C net income exceeds 75 percent of AGI for more taxpayers than for any other of the business net income to AGI comparisons.
However, overall and for each type of sole proprietor, average AGI falls as Schedule C net income rises relative to AGI. The mean AGI for those where net income exceeds $1,000 but amounts to less than ten percent of AGI is $150,000, but only $34,000 for those where net income exceeds 75 percent of AGI. Taxpayers for whom Schedule C net income is most important are those with relatively lower overall incomes. Table 6 shows how differently NEC is distributed among the various types of sole proprietorships. Since this is the one signifi cant form of income going to Schedule C fi lers on which there is information reporting and matching, this type of analysis might be useful for developing compliance policies. Over half of all sole proprietorships, and of each type, receive NEC (row 1B). NEC amounts to over one-quarter of all Schedule C gross receipts, but this varies considerably among types of returns (row 2B). NEC is the primary source of gross receipts for Simple Self-Employed, 21 percent for Investors, 15 percent for Employers, and only 13 percent for Employer-Investors.
Nonemployee Compensation
A majority of recipients of nonemployee compensation-5.9 million taxpayers-reported exactly the same amount of gross receipts on their Schedule C as was reported for NEC on their Form 1099MISC.
19 However, the frequency of this occurrence varied among the three types of returns. For three-quarters of the Simple Self-Employed, NEC equaled gross receipts, but only for 21 percent of the Employers and 34 percent of Investors (row 3B). For the Simple Self-Employed, two-thirds of all NEC was received by returns reporting no gross receipts beyond the amounts on their 1099MISC (row 4B). For Investors and Employers, NEC that exactly equaled gross receipts was a much smaller share of NEC. These fi gures suggest that NEC typically played a different role for the Simple Self-Employed than for Employers or Investors. For the former, receiving NEC was frequently the "business." For those hiring labor and, to a lesser extent, for those making investments, NEC was just one among other sources of compensation for the goods and services they provided.
The New Taxonomy: 1999-2005
The discussion now turns to a more detailed look at changes between 1999 and 2005 for each of the three types of sole proprietorships.
Simple Self-Employed
Although this group is based on eligibility for Schedule C-EZ, an examination of these returns in Table 7 shows a different story in recent years than just considering EZ fi lers. First, there are a lot more "simple returns" than is apparent from looking solely at EZ fi lers. While only 18 percent of Schedule C fi lers used a C-EZ in 2005 (3.9 million), fully one-third (7.2 million) met the Simple Self-Employed criteria, including 2.3 million who were eligible to use a C-EZ but did not. Nearly another million met all the criteria for the C-EZ except the deduction limit, reporting deductions between $5,000 and $10,000. Second, Table 7 shows no growth in Simple Self-Employed as a share of Schedule C fi lers, whereas EZ usage increased, but only because of an increase in the deduction limit for using an EZ in 2004, from $2,500 to the current $5,000.
The presence of a large number of taxpayers eligible for but not using the C-EZ raises the question, why not? Possible explanations include that the C-EZ offers little simplification in an age of computerized tax preparation, whether by paid professionals or by the taxpayers themselves. For some, the detailed lines of the regular Schedule C offer both a check list for possible deductions and a record of deductions claimed. To reduce the tax compliance burden for taxpayers like the Simple Self-Employed, more needs to be done than offering the C-EZ fi ling option.
Employers
Because of the reputation of small businesses as creators of new jobs, policy makers are interested in sole proprietors' use of hired labor, particularly in response to reductions in tax rates, such as those that occurred in the tax legislation of 2001 and 2003. Table 8 suggests that it is diffi cult in the aggregate to determine whether their use increased or decreased in recent years.
Until 2003, the only indications of whether a sole proprietor hired any labor were amounts in the lines of the Schedule C for "wages and salaries" and for "cost of labor" in cost of goods sold (CGS). In 2003, the Schedule C added a separate line for "contract labor." Although the instructions to Schedule C do not defi ne contract labor, presumably it refl ects payments to independent contractors, workers who are not technically employees of the business. Before 2003, payments for However, if a consistent measure is used, as in the middle rows of Table 8 , the number of Employers dropped, from 2.4 million in 1999 to 2.2 million in 2002 (before the separate reporting of contract labor), then further still to 2.0 million in 2005. These rows refl ect only those returns reporting payments for wages and salaries and cost of labor in CGS, items that were present on the Schedule C throughout the period. For this consistent group, the average labor cost rose substantially, from $38,265 in 1999 to $56,328 in 2005. 20 The difference between the top rows and the middle rows is accounted for by fi rms making payments only for "contract labor" (see the lowest panel of rows). Of the 3.4 million Schedule C returns with some expenses for hired labor in 2005, 40 percent (1.4 million) reported only "contract labor" and no wages or labor costs of goods sold. Businesses paying wages or reporting labor costs of goods sold averaged substantially larger total labor costs than those paying only "contract labor." The latter group averaged $15,150 (compared to the $56,328 for the former). Sole proprietors with only contract labor costs were generally smaller (in gross receipts), less profi table, and had lower AGI than their counterparts who paid wages or labor costs of goods sold.
Because of the opportunity to separately report "contract labor" The expansion in section 179 was aimed primarily at small business, but bonus depreciation was available to both large and small businesses. Table 9 shows the number of Investors 4562, "Depreciation and Amortization." In the 870,000 cases where individuals have multiple businesses (rental activities, farms, etc.) and fi le multiple 4562s, it was necessary to estimate the investment and depreciation amounts allocable to the sole proprietorship. 22 For the majority of cases, it was possible to determine the investment and depreciation deductions attributable to the Schedule C by matching amounts from the Form 4562 to amounts on the Schedule C and other places where 22 All business taxpayers, including sole proprietors, are required to fi le a Form 4562 if they claim: depreciation deductions for property placed in service that year; any section 179 deductions, including from a partnership or S corporation; depreciation deductions for "listed property." (Listed property includes automobiles and some other vehicles, cellular phones, some computers, property used for "entertainment, recreation or amusement" such as cameras and other photographic equipment.) Taxpayers who otherwise have to fi le Form 4562 also report their depreciation deductions on assets purchased in prior years on the form. Individuals fi le a separate 4562 for each business (rental activities, farms, some partnerships and S corporations, as well as sole proprietorships) with a 4562 fi ling requirement. The data available from the IRS combine the data from all Form 4562s fi led by an individual taxpayer into one, necessitating an estimate to determine the sole proprietorship pieces. Table 9 . Table 9 shows that 630,000, or about ten percent, more sole proprietorships claimed depreciation deductions in 2005 than in 1999. This was a lower percentage increase than the overall increase of 22 percent in Schedule C fi lers. The growth of $8.6 billion (an increase of 28 percent) in depreciation deductions slightly exceeded the growth of Schedule C gross receipts of 26 percent.
Section 179 expenses explained most of the increase in the dollar amount of depreciation deductions claimed, but not in the number of claimants. This suggests that there was a more intense use of section 179, rather than an expansion of the returns claiming it. Between 1999 and 2005, estimated sole proprietor depreciation deductions reported on Form 4562 increased by $7.5 billion, from $27.7 billion to $35.2 billion, and section 179 deductions rose by $5.4 billion, from $10.0 billion to $15.4 billion. However, only six percent more sole proprietorships claimed section 179 expensing in 2005 than in 1999, even though the limit had been raised from $19,000 in 1999 to $100,000 for 2005. As a result, the average deduction increased by 45 percent, from $4,089 to $5,907.
Bonus depreciation, when in full force in 2002 to 2004, was claimed by about 840,000 sole proprietors per year. These were not necessarily new Investors. The part of the property not expensed by bonus depreciation remained subject to the regular GDS depreciation rules, and the data on taxpayers purchasing GDS assets show barely any increase during these years.
SUMMARY AND SUGGESTIONS FOR FUTURE RESEARCH
This paper has examined three major tax policy issues related to sole proprietorships-taxpayer compliance, taxpayer burden, and incentives for growth. It has used tax return data for recent years to take a closer look at sole proprietorships according to a new taxonomy for describing these returns in an economically meaningful way, based on the principal factors of production that they use. The taxonomy labeled 7.2 million Schedule C fi lers as "Simple Self-Employed," 3.4 million as "Employers," and 7.0 million as "Investors." Two million were both Employers and Investors, and another six millionthe "Complex Self-Employed"-fi t none of these categories.
Using the taxonomy led to several conclusions. These include the following.
(1) The importance of nonemployee compensation varies among the three types of sole proprietorships.
Half of all gross receipts reported by the Simple Self-Employed appear on 1099MISC information returns as nonemployee compensation. (2) There is no evidence that the affairs of the sole proprietor population have gotten generally simpler in recent years. The use of Schedule C-EZ increased primarily because the deduction limit was increased. The analyses highlight a number of areas for further research and suggest some lessons for conducting that research.
(1) Compliance. In light of the large share of sole proprietor gross receipts that are reported as nonemployee compensation and because NEC is the only signifi cant component of sole proprietor income on which there is information reporting, compliance efforts related to NEC-such as document matching and penalty regime-should be examined to ensure that they are maximizing their contribution to sole proprietorship compliance. (2) Burden. While the paper showed that the burden on taxpayers fi ling a Schedule C substantially exceeded the burden on taxpayers in broadly similar circumstances without a Schedule C, the IRS's Individual Taxpayer Burden Model (ITBM) could be used to learn more about the compliance burden for the three types of sole proprietorships highlighted here. The ITBM could also estimate the possible burden reduction benefi ts from measures such as simplifying the home offi ce deduction. (3) Tax system's effects on economic growth. The analyses suggest several lessons for updating the estimates of the effects of tax changes on small business or sole proprietorship activity. First, while studies often recognize that many sole proprietors would generally not be considered "entrepreneurs," the Simple Self-Employed, and in particular the 75 percent where NEC equals gross receipts, are prime candidates for exclusion from the label "entrepreneurs." Second, the examination of Employers pointed out that the addition of a separate line for "Con- 
